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Abstract 

* 

This Digest^ a summary of the principal policy implication? from Medical 
Education Financing: Policy Analyses and Options for the 1980s, com- 
prehensive ^plicy analyses of options for financing both undergraduate and 
"graduate medical education, tave general classes of options arc evaluated: 
reimbursement reforms, loan programs, scholarship programs, institutional 
support, and nonfederal govegimfcntal programs. Thi3 report also provides 
background information onUhe structure; organization and financing of the 
medical education system; the National Health Scrvicfc Corps; the history 
of federal legislation affecting medical education; and econometric studies 
of the relationship between physicians' earnings and specialty and location 
decisions. The evaluations are based on thorough reviews of existing rcscaroh 
and the application ot theoretical and empirical analyses to new data. 
Implications for an overall policy strategy for medical education financing 
are offered. The authors conclude that changes in the system of reimburse- 
ment for health services would, have the greatest potential for altering 
physician distribution and affecting the medical education system. However;- 
because the reimbursement system )s complex and changes in it would 
* probably not occur in the immediate future, recommendations are made on 
a number of options for the direct financing of medical and graduate medi- 
cal education. v ^ 
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Foreword 



Among the key health policy issues for the coming decade are the maldis- 
. tribution of physicians by specialty and location, the pending aggregate 
surplus of physicians, and the rising costs of medical education and medical 
care delivery. An important component of any strategy for dealing with 
these issues will be the methods chosen to finance both! undergraduate arid 
graduate medial education. In' order to contribute to the formation of a 
medical education financing policy, the National Center fof Health Serv- 
ices Research (NCHSR) has supported analyses of alternative financit* 
opdons. , i 

This issue of the Research Digest Series summarizes the principal policy 
1 Implications of a forthcoihjng book, Mtdical Education Financing: Policy 
Analyses and Options for the 1980s. This book, which is the outgrowth of 
.an earlier NCHSR sponsored report to the Graduate Medical Education • 
Nadonal Advisory Committee^ (GMENAC), evaluates five broad classes 
of financing options: reimbursement for. patient care services, Joan pro- 
grams, scholarship programs, institutional support for medical schools and 
teaching hospitals, and state and local government programs. Particular 
attention is given to each option's probable consequences for health costs 
and physician supply and distribution- Although the poor quality of data 
and the complexity of .the education process hamper rigorous quantitative 
analyses, the book provides a useful compendium of existing data and 
information, and their implications for financing policy choices. Wide dis- * 
semjnation of this study and its findings is particularly timely because of 
the forthcoming Congressional debate over the renewal of the Health 
Professions ^Educational Assistance Act of 1976. . . \ 

The National Center for. Health Services Research has lorig considered 
Stwhes of health manpower supply, distribution, and financing to be amoug 
its priority areas. Research support for GMENAC is but one example of 
commitment We look forward to the continued contribution of 
NCHSR to health manpower research. 

' 'Gerald Rosenthal, Ph.D. 
Director 

October, 1979, 
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Introduction 



, The Health Professions Educational Assistance Act of 1976 will require 
Congressional reauthorization in 1980. Preliminary Congressional hearings 
due to begin hi the fall of 1979, will provide an explicit and highly visible 
forum for the debate over financing medical education. Among other con- 
cerns, this debate will focus on the following key issues: 

♦ Should the federal government continue to grant unrestricted sub- 
sidies for medical education? v. 

* Are scholarship and loan programs needed for medical "students? 

• What are the roles of scholarships with service obligations and' loans 
with forgiveness options? 

How much of the cost of medical education should be borne, by 
medical students? / — 

♦ What kinds of grants Should be made to medical schools and teach- 
ing hospitals? 

♦ Should capitation grants . be continued, and m what form? 

What is 'the role of state and local governments in medical education 
financing? ' v ^ 

* How does the system of third-party reimbursement for patient care 
services influence medical education financing and the attainment of 
health manpower supply and distribution goals? 

The policy objectives' underlying these issues will be much- like those of 
the 1976 Act, in which Congress declared that there 'was no longer- W 
insufficient number of physicians and surgconTin the United States. Rather, 
it found that . . there are many areas In the United States which are 
unable to attract adequate numbers of health professions personnel to 
• meet their needs; and physician, specialization has resulted in "inadequate 
numbers of physicians engaged in the delivery of primary care." 1 This view 
was reiterated, and ^emphasized in 1978 by Joseph A, Califano, Jr., then 
Secretary of Health, Education, and Welfare: * w 1 

The first tenet of national policy in the health professions area is ' 
this; Overall we face in the next decade an over-supply of doctors; 
unless we change direction we v^ill seriously aggravate the. over-supply 
by the end of this century, / " 



The second tenet of national policy is that we are producing too 
many medical specialists and sub-specialists— such as surgeons — and 
there is a corresponding and disturbing decline in the proportion of 
primary-care physicians- t 

The third tenet of national policy in the health professions area is 
this:. The do ctor3 we do have are seriously maldistributcd in geo- 
graphic terms** 

Thus, physicians* specialty and location distribution continue to be 
principal foci of health manpower policy. Perception^ about the aggregate 
supply of physicians, however, appear to have continued their shift : short- 
age in the 1950s and .60s, sufficiency in 1976, and surplus in the 1980s. 
Converging with these issues are the goals of reducing the overall cost of 
medicid" care and the high rates of increase of medical care expenditures 
and prices. The data on expenditure and price increases tfre so striking that 
obtaining medical care: costs has become one of the most important health 
policy objectives^ of the late 1970s. One inevitable result of 'this shift is a 
.reexamination of both federal ahd state support for medical education— 
the nature and amount of that support and the returns to the public's 
investment. 

T£his Research Digest summarizes the policy implications of recently 
completed analyses of options for financing medical education. Five b^sic 
sets of options were explored: third -party reimbursement, loan programs, 
scholarship programs, institutional support for medical schools and teaching 
hospitals, npd state and_local f programs. The policy implications reported 
below are based on a thorough review of the literature, analysis and ex- 
amination of existing data on current financing pr&grams and medical 
schools' and teaching hospitals' finances, and the application of e9onomic 
theory to certain aspects of the training process. 

There are several important limitations to these analyses. First, no 
attempt was made to determine optimal values for key policy variables. 
Questions such as how many physicians* should we have, how should 
physicians be distributed, how much should medical education cost, or 
who should pay for medical education reflect normative issues which require 
both value judgments aboutjthe importance of medical care as well as 
technical information about the contribution of physicians and medical 
kcart to improved health and well being. 

\ Second^ the analyses Were limited by existing data and research relevant 
to the issues under investigation, Unfortunately, much of this research has 
been hampered by severe Hata problems. Disaggregated information \js 
extremely hard to obtain on physicians* and medical students' financial 
statw, and medical schools' and teaching hospitals' revenues and expetfftes, 
Without slich data, the results of empirical research on how these actors 



tentative at best. In most cases, therefore, we must be content wfth quali- 
tative assessments of the directions of ' possible effects rather y^nan firm 
quan titative estimates. / 

Finally, there may be numerous nonfinancial policies which could be 
Important components of any strategy to meet bn^il social objectives for 
physician supply and distribution, medical education costs, and medical 
care costs. These might incite curriculum reform, organizational restruc- 
turing of the medical 'college-teaching hospital relationship, increased 
publie (federal and/or state) regulation of both the medical education 
and medical care delivery systems^ and shift* in medical colleges' admis- 
sions policies- Consideration of the$e options falls outside the scope of 
these analyses. ' 
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Implications for medical education 
financing policy 

1. Reimbursement for patient care iervlcet 1 

PaymeMs made for patient care services can influence the medical cduca- 
tion system b two ways. First, teaching hospitals and medical schools rely 
on funcjs generated from treating patients to pay for major portions of 
their educational activities.^ a result, the structure of payment levels among 
medical specialties, geographic locations, and medical procedures may in- 
fluence key components of the educational process: the number, specialty 
mix, and geographic location of residency training programs; the sites at 
which training is provided; the specialty mix of medical school faculty; - 
and the types of clinical training offered undergraduate medical students. 

Second, reimbursement influences practicing physiciaiV earnings in dif- 
ferent specialties, locations, and practice settings. If medical stad^nts' and 
recently graduated physicians' career choices are sensitive ta variations in 
financial incentives, then reimbursement also influences the kind of educa- 
tion which students will seek. 

Unfortunately, incentives embodied in the existing payment system 
appear to ^e inconsistent with the broad goals set for the supply and dis- 
tribution of physicians- Physicians 1 incomes and fees tend to be higher and 
work-loads lighterMn nojnprimary care specialties and adequatel^served 
geographic locations. Furthermore, usual-customary-reasonable payment sys- > 
terns tend to perpetuate such differences. Teaching hospitals find it easier 
to finance residency programs in specialties which concentrate on inpatient 
rather than ambulatory care. (This also corresponds to the pattern of 
service demand supported by existing insurance coverage). Medical schools 
hayc an incentive to hire faculty in nonprimary c^re specialties because of 
their ability to generate revenues through medical service plans. Finally, 
the public medical care financing programs^ (Medicare and Medicaid) 
create an incentive for providers -to prefer patients covered by private in- 
surance, which offers more generous reimbursement. 

Reform o£-the reimbursement system, therefore, is probably the most 
powerful of all the financing options considered. Reimbursement provides 
substantial revenues to both medical schools alnd teaching* hospitals, influ- . 
ences future physicians* career decisions through its effects on physicians* 



earnings and, perhaps most importantly, affects TrW quantity and mix of 
services provided by currently pr.u ticing physiciaiw. These effects occur 
on a continuous basis and touch all physicians and medical care institutions, 
n3f jusl those engaged in training physicians. Thus,; changes in payment 
methods can have an immediate ami direct effect on! the delivery of serv- 
ices as well as a long-run impact through shifts in the medical education 
system. 

There are four major areas of potential reimbursement reform: (1) 
patients' cast-sharing provisions (coinsurance rates and deductibles) in' 
ambulatory and inpatient care settings; (2) relative fee levels among 
jnedic.al procedures, geographic areas, and medical specialties; (fy methods 
of paying hospitalr-and the accompanying requirements to distinguish 
between education and Vtient care activities; and (4) the multiplicity of 
payment methods, plans,\and coverage. 

If training primary care physicians is to be emphasised, then reimburse- 
ment for ambulatory medical care services should be provided on a more 
equal footing with that for inpatient care. If cast were not a concern, this 
goal could be accomplished in three ways: expanding coverage for ambu- 
latory services, reducing coinsurance* and deductible provisions for ambula- 
tory care, or paying for all services on a reasonable cast rather than fee 
or charge basis. Under these conditions, payment for ambulatory care 
would mirror that for inpatient care. These options, however, are likely to 
be very costly, and thus are neither desirable nor politically feasible. 

The alternatives arc to introduce greater patient cost-sharing for in- 
patient care, and to reimburse hospitals for services provided rather than 
for the costs of inputs employed. Arguments against cast-sharing frequently 
focus on the potential burden imposed on lower income families. Public 
subsidies for tl\p poor or medically indigent coupled with upper limits, on 
other patients' out-of-pocket payment's can solve this problem. Imposing 
a more even degree of cost-sharing for all services should also make patients 
more cost-conscious in choosing among alternative treatment options. 
(Changing the method of hospital payment is discussed below). 
^ The second area of potential reform is physician reimbursement. Existing 
disparities in fee? levels encourage the delivery of nonprimary care services, 
entry into nonprimary medical specialties, and choice of adequately served 
practice beacons. These disparities should be reduced or eliminated. Simply 
raising fees for less generously reimbursed services, specialties, and areas 
would accomplish this objective in the short run, but probably at an un- 
acceptably high cost. Furthermore, the desired balance among fees might 
quickly erode' bccaijfe the predominant usu^-customary-reasonablc method 
of paying physicians places 'few constraints on what physicians can charge 
for their services. Thus, reform in this area should have two components: ' 
replacing usual-customary-rcasonable type reimbursement systems with fixed- 



fee schedule, and using fee schedules ft) gradually realign relative fees so 
that they are consistent with objectives for the supply and distribution of 
both medical care^ services and physicians. In order to be equitably fee 
schedules should be developed through negotiauoas among physicians, in- 
surers, and public representatives. Cast containment objectives could be 
maintained hy allowing relatively lowerjecs to increase more rapidly than 
high fees, with the different rates of growth selected in order to attain a 
predetermined increase in overall expenditures for physicians* services. 

A third set of implications concerns methods of reimbursing teaching 
hospitals for residents' and teaching physicians' activities. Several issues arc 
^ involved. Are residents' /stipends and teaching physicians' salaries educational 
expenses, and therefore, not reimbursable from patient care funds? How can 
teaching physicians' alleged practice of submitting bills for services actually 
provided by residents be discouraged? Similarly, if teaching physicians re- 
ceive a salary and submit fof services provided to patients, how can 
the potential for double payment be eliminated? 

These issues are primarily the result of the reasonable cost method of"\ 
reimbursing hospitals coupled with Medicare's dual approach to paying 
hospitals and physicians. The former requires distinguishing patient care 
costs from research and education costs, while the latter requires physicians 
to separate their professional (rom their hospital services.- Regulatory ap- 
proaches which attempt to apply these distinctions and impose further 
definitions of teaching physicians, teaching patients, and preexisting physi-. 
cian-paticnt relationship are inevitably arbitrary, and thus unfair, confusing, 
and unadministrable. This dilemma arises because reasonable cost re- ^ 
imbursemcnt and the dual approach to paying for hospitals' and physi- 
cians' services are inconsistent with institutional and technical realities. Many 
hospital outputs arc intrinsically joint products provided by the hospital's 
stafl^ including non-salaried physicians. 

These issues can be dealt with by, altering hospital payment methods 
rather than devising and attempting to enforce more detailed regulations. 
The basic problem is that reasonable cost reimbursement involves third- 
party payers in hospitals' intcrpal labor and management decisions, since 
insurers must ultimately determine what is a patient care cost and whether 
it is reimbursable. These artificially created problems ct\n be eliminated by 
paying hospitals in the same way thai physicians and, indeed, almost all 
other producers of goods and services are paid— on the basis^f the outputs 
provided rather than the cost of inputs employed. 

There arc three passible output oriented .approaches which might be 
considered. Probabl) the most efficient would be S system of unified charges - 
for each admission or patient stay. 4 In order to account for variations in- 
case mix, charges might vary by primary diagnosis, age, sex, and the pres- 
ence of multiple conditions.. The hospital would then submit a single charge, 
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based on the tibovc Xactors for example, which would r Cover all of thv 
specific services, including physicians' services,, provided 0%he patient.. Al- 
though some individual cases would undoubtedly be more costly than the 
-permitted charge, :thcse revemTc loss© should be nVadc up by cases which 
are less casUy. The primary objective is to balance costs and charges in the' 
aggregate, not for every individual case: ' 
, A second advance c^hls'' approach is that $c qdestion of how 'to .pay 
teaching physicians and rosiden* 'would -not arise as an issue of public ■ 
'concern. These matters would now be entirely internal to the hospital and- 
its. sfafT .-In fact, hospitals and physicians should be permitted maximum . 
flexibility to develop internal labpr arrangements best suited to their partic- 
ular situations. For example, physicians could receive either salaries or fees 
for individual services provided in the hospital". Existing arrangements need 
not change; the Only difference is that the hospital rather than an insurer' 
would serve as fiscal intermediary for the physician. " 

A second output based billing option would separate all physicians' 
charges from hospitals' charges. Under this "system, the services provided to 
a patient by all physicians, including residents, would be identified and 
billed for separately. If more than one physician involved in a patient's 
care, then primary and secondary fq& could be applied, in" much the same 
way that they are used to pay surgeons in multi-physician .operative proce- 
dures. Although more Cumbersome than a unified billing approach, dual 
billing would permit physicians the same degree of. independence as under 
the existing system. From an administrative point of view, however, the key ' 
characteristic of this approach 'is that it would generate a complete account- 
ing df services provided by residents and leaching physicians. ; 

The third possibility is prospective or fixed budgeting which determines ex 
ante what hospitals' revenues will b<£*This approach encompasses a wide 
range of alternative procedures. For example, relevant parameters of these 
programs include: whether the system is voluntary or mandatory- formula 
versus budget review ;°the types of insurers covered; the payment unit (total* 
hospital budget, capitation, admission, days, -specific service); the method 
" used for grouping hospitals when computing formulae; and the nature „§f 
the negotiation process for budget review programs. Thus the likely effects 
of prospective budgeting depend on the detailed specifications of the method 
used. Whatever approach is used, # however, government inevitably would, 
become involved in hospitals' internal management. 

The final policy implication from the analysis of reimbursement and 
medical education financing concerns the multiplicity okcjo^tmg insurance 
and^citntxTrscinent.^Vrang,enients. Differences in how much third parties 
nrc willing' to pay for the same service create financial incentives for ' 
physicians and hospitals not to treat certain classes' of patients. This phenom- 
enon is best exemplified b) Medicaid patients' difficulties in obtaining care 



from private providers. Furthermore," to the extent that patient care reve- 
nues contribute to medical education finanoing, they appear to jjo so in an 
inequitable fashion, ;*i nee only' some third-parties recqgnizc educational costs 
aa reimbursable -expens^. Therefore,' all suggested reforms should be imple- 
mented on it ^tem-wfye basis rather than for only one or two third-party 
payers. , i 

Obviously, the potential reforms*ou dined above would ftoi come cTisi* . 

< Strong political opposition would be hountcd by groups (providers and 
patients) who might suffer inconielrelluc^ifThus, reduced access, or higher 

Vo§U. Cost containment considerations limit the extent to which financial' 
rewards can be increased for desired activities without constraining /p^ 
ments for other/activities. \n addition, the fragmented natur^of the e*^rig""\ 
•insurance system poses significant administrative and legislative barriers* to 
reform. From this perspective, prospects r or marked changes in the hear 
future appear problematic. Thus, the medical education financing -implica- 
tions of reimbursemexit reform should be treated as input to the broader 
debate over radical care delivery, distribution, and cast. Whfen, and if 
meaningful chaHges occur, efforts should be made to reconcile the 'contra- 
dictions between current reimbursement in/cntives <yid explicit objectives 
for physicians' supply, distribution and education. j 

2, Loans and scholarships' 

Loans and scholarships are a major component of financing for itledical 
students. Since passage of the Health Professions Educational Assistance 
Act of 1963, total loaji funds have increased from just over $4 'million to 
more than $126 million for the 1977-78 academic ycaivMore than half of. 
ail medical student have received loans in. recent years* omj>ared to about 
20 percent in 1963. Similarly, scholarship funds have grown from roughly 
$3 million in 1963 to almost $00 million in 197JJ. Slightly more than 40 
percent of medical students' no\v receive some form of scholarship aid, com- 
pared with only 16 percent in 1963. 

-Although loans and scholarships appear to be hvo distinct financing 
options, they arc in fact closely related. Both are members of a general class 
of financing instruments which transfer funds directly to medical'studcnts 
or residents. The specific characteristics' of a particular loan or scholarship 
idepqjd on the vahps of thp following parameters: the effective rate of 
interest, the effective amount of subsidy, repayment- schedules, maximum 
amounts per year and per person, default penalties, and forgiveness options 
or service obligation! 

, Several types of loans and scholarship? Wqrc investigated; subsidized, 
loans, neutral loans,' Joans with forgiveness options, income-^tingent 
loans, and scholarships with and without service obligations. The primary 



focus in analyzing each "option was its effect on the net present value of 
income associated with alternative career choices.' Loans and scholarships 
increase net present value by granting funds during the training period. Any 
monetary repayments made after training is completed reduce net present 
value. If the current value of loan or scholarship Awards just equal the 
current value of future prepayments, then there is/fo change in net present 
valye and the loan <y scholarship' dqes not affect farcer choice.' This is 
referred 'to as an 'economically neulfal financing option. * If, on the other- 
hand, the current Wlucs of awards and repayments are unequal, then the 
option either grants a^subsidy (awards exceed repayments) or imposes a 
financial penalty. The \iltimate impact on career choices depends -on the 
pattern df subsidies and penalties associated with different loans and schol- 
arships, and the sensitivity of career choices to financial inccntivds. 

Medical students have received extensive Unrestricted subsidies through 
scholarships without obligations, grants of .unrestricted funds to" medical 
schools, rand the availability of loans with implicit subsidies. There was* 
little evidence that unrestricted subsidies. cither jfiduce specialty and location 
decisions to be more consistent with public goals or increase equity of access 
by poor and minority students to medical careers. Given that physicians can 
expccMto earn very high incomes, that'thc number of qualified applicants* 
for *ncdical training greatly exceeds the number of available, places, and 
that the projected number of physicians is deemed to be adequate, there 
appears to be little justification for continued unrestricted support of medical 
education. Thus, such aid should be eliminated, preferably in| phases, in 
order to allow both cducatioriaj institutions and prospective applicants to 
adjust to new circumstanc^r. » \ 

*h the absence of extensive subsidies, the cost of a medical education 
coidd become prohibitive for all but the most affluent.- This is lively to occur- 
if medical.schools choose to- make up for lost subsidies by- increasing tuition 
rather thart^ for example, cuttingJinck programs or reducing faculty size. It 
is also possible that state and private funding would substitute for reduced 
federal support. However,. if the full loss of revenues is competed for by 
tuitions, then they could increase dramatically. 

In order to permit students to finance their education out df future earn- 
ings, an economically neutral, unsubsidized loan program should be estab- 
lished. This program should permit "interest rates to reflect prevailing cco- 
ripm^c conditions and develop long-term, graduated repayment schedules 
which result in repayment of the full present vafue of borrowed funds. 
Graduated repaMncnts set parallel with expected increases in a physician's 
-earnings lessen repayment burden 'during practicc-lmilding years, fhc^ 
Health Kducation Assistance Loan program established by the Health .Pro-"* 
fession*. Educational Assistance Act of 1976 embodies several of these char- 
acteristics and coilld be easily modified to permit graduated repayments. 



Operation of such a loan program 1 appears to be an r approp(iate task for the 
federal government because of it* absolute advantage, relative t® states or 
private organizations, in raising loan funds through conventional capital 
• market • activities. Development of a self-finuheing loan program would 
eliminate the need for 'a separate system of guaranteed student loans. 
Prospective applicants from low incomo and/or minority 'backgrounds 
* may be less willing to assume Jarge debts if they are uncertain about the 
odds of successfully completing medical training. Thus, a scholarship pro- 
gram aimed at such students can be justified on equity grounds. The current 
scholarship program should"* be extended to include .sophomore medical 
students of exceptional financial n$ed. Because attrition for academic reasons 
is extremely low after the second year, scholarships should be limited to 
two years duration with an option to switch to loan funds Tn the third and 
fourth years, 

Scholarships'with service obligations and loans with forgiveness provisions 
should be continued. The financial subsidies implicit in these programs 
probably influence some students who would not otherwise 'do so to practice 
in undented areas (or complete primary care residency training). Al- 
though these two options arc equivalent in terms of their irhpact on Ihc neX 
present values of alternative careers, there is an important administrative 
difference. An obligated service scholarship with severe buy-out penalties is 
MTttiuch more binding commitment than a loan with^ forgiveness options. 
. Thus, scholarships provide greater certainty as to the number of future 
physicians who will be available to serve in the National Health Service 
Corps or other federal programs eligible to receive scholarship students. 
Loans, on the other hand, arc more voluntary and give students greater 
flexibility jn making their career decisions. How the balance is struck be- 
tween these two mechanisms requires a political judgment. 

Another point to emphasize is that in the absencfc of unrestricted funding 
options, obligated service scholarships and loans with forgiveness options will 
be most attractive to students witji large financial burdens and/or inade- 
quate financial resources. Thus, the amount of unrestricted funds which 
are available and the terms of the different loan and scholarship progran\^ 
will influence both i)\c number and background characteristics of students 
willing to enter obligated service arrangements. Whether the balance be- 
tween unrestricted and restricted financing is fair or acceptable requires 
political judgment. ' j 

3. Institutional support for medical schools and teaching hospitals* 

Three general types of institutional support mechanisms were considered: 
capitation grants, income grants, and special project grants. Like scholar- 
ships and loans given directly to students, institutional support can also 



change net present values associated with alternative career choices. For 
rxamplc, if one of the effect* of capitation grants is to kctrp medical schools' 
tuitions low, then the 'financial return to bccomlV^.u physician would be 
~ -higher far 'all students Another example is the program of psychiatry train- 
* m S grants, Which supported faculty and residents in psychiatry. 0 

A second and perhaps more important aspect of institutional support 
mcthanisms is that governments^ given a stronger voice in influencing the 
structure of medical education. Physicians in training and consumers of 
medical care are too decentralized to articulate clearly their preferences for' 
change. Furthermore, the existing reimbursement system tends to perpetuate 
hLstoricivUpattertis of medical education and medical care provision. Thus, 
government grants to medical schools and teaching hospitals may be par- 
ticularly important in supporting new or innovative. programs, and in en- 
abling government to express public preferences for the number and*inds 
of physicians to be trained. 

From 1965 through 1977, federal funds Tor teaching and other non- 
research activities (excluding recovery of indirect costs) accounted for 7 to 
15 percent of medical schools 1 revenues. Support for teaching alone reached 
a peak <*f 13.1 percent in 1968 v but has declined steadily since then, ac- 
counting for only 5.3 percent of total revenues in 1977. Captation and 
construction grants are the two largest direct support programs. They 
comprised about one third of non-research related federal grants to medical 
schools in 1977. Although these funds are not large relative to federal 
research and state and local appropriations, they nevertheless arc an impor- 
tant source of revenues. ^ 

f Capitation grants to medical schools were iastitut)td jn 1966 to stimulate 
expansion in medical education capacity and to provide a stable source of 
funds for medical schools. Thus far, the size of an award has depended on 
the number of students enrolled in the medical school. (There have also 
been explicit side conditions for expansions in class size and increases in the 
propohion of first-year residency positions in primary care-) It is now 

r gcneruUy agreed that the enrollment expansion objective has been *{ct. 

^paftitation has not proved to be a stable funding source, however, because 
of annual fluctuations in actual obligations and the uncertain .prospects for 
continuation of the program. * 

^ Three general characteristics of capitation grants*should be emphasized. 
The first is that the use of capitation funds has not been restricted in the 
past. As such, thca€ awards probably have not directly encouraged physicians 
to choose primary care specialties or undcrscrvccl area practice locations. 
Second, capitation creates a financial incentive to expand whatever activity 
is built into the capitation formula. So far, this has'becn enrolling under- 
graduate medical students. Third, capitation awards need jnot be limited 
to medical schools or tied to medical school enrollment at all, The capitation 



mCchanism .could, for example, be used to.maVe grants to teaching hospitals 
based on the size of their primary care residency programs. 

Income grants differ from capitation grants in that their award is inde- 
pendent^ the level of any partic ular activity within the institution. A pure 
income grant would be made solely on Che basis of an institution's engaging 
in medical education. For example, every medical school or every teaching 
hospital receives a flat payment. In practice, there arc few cases of pure 
income grants. (Early capitation grant formulas included a fixed grant per 
medical school. ) ' • 

If the use of .funds from income grants is unrestricted, then they subsidize 
all of an institution's activities. Expansion of desired programs thus depends 
on the institution^ preferences. Restrictions can be placed on income grants, 
but this still leads to some subsidy for other activities through the internal 
reallocation of other revenues. Thus, if control of funds' use is of primary 
concern, there may also have to be ceilings on the amounts of fund's from 
other sources directed to restricted activities. The more restrictions imposed, 
the more the process moves toward detailed budget review. 

The difference between special project grants and restricted income grants 
is primarily one of degree. The former makes an award for a more narrowly 
defined, prcspecified project or program within an institution. The latter 
would generally be used for a broader range. of activities. In recent years, 
special project grants have been used to finance construction of medical 
education facilities and ambulatory care centers/to support family medicine 
departments in medical schools and family practice residency training in 
teaching hospitals, and tcTdcvelop new curricula and other special programs, 
such as rural preceptorships, for medical students. Although use of these 
funds is predetermined, they also may result ih indirect subsidies for other 
activities through internal rcall^atioas of other revenues. 

Altering the specialty distribution of future physicians will probably 
require changes in both undergraduate and graduate medical education 
iastitutions. Although medical schools cannot control their graduates' deci- 
sions, they are thought to exert significant influence. Thus, efforts should 
continue to encourage the development of primary care curricula and inter- 
est at the undergraduate level. The most efficient and flexible method of 
providing financial support for such activities would be through a system 
of incentive payments to medical schools based on the number of graduates 
entering primary >care residencies within a specified period of time after - 
graduation. Special project gnmts, such as existing primary care training 
grants, could supplement such payments. However, these are more restric- 
tive, are less directly tied to students' actual choices, and involve the granting ** 
agency in medical schools' internal activities. 

At the gracjuate level, there is-evidence that specialty-specific subsidies to 
teaching hospitals encourage expansion in the numbers of residency positions - 



offered. However, funding primary care residencies will result in primary 
care making^up an increased proportion of all filled positions only if limits 
are placed pn the expansion of non-primary care training positions and also 
_ .. il.JtJ&dLL&Uilg. medkni sludenjpi continue to show an interest in entering 
primary care spccinltic.<S<nalysi* of the subsidy support for psychiatry 
training suggested that <imph creating -additional training positions does 
not rtecessarily fill them/ 0 

4. State ^rjd l^ciii government programs 11 v 

Over the last jfte.cn years, state and local governments havV been the source 
of an increasingly larger share of the fiscal support for medical education.. In 
1963, they provided more than $88 million to medical schools, which ac- 
counted for 14.6 percent of. medical schools' total revenues. By 1977, the 
state and local contribution had grown to $859 million, or 22.1 percent of 
schools' revenues. The mast important component of this support is appro- 
priations for publically owned medical schools. Additional* funds arc chan- 

. nelcd through education gtants to private medical schools, direct appropria- 
tions to public teaching hospitals, public service grants to private teaching 
hospitals, and Medicaid payments. States have also become increasingly 
involve;! in various types of programs aimed primarily at influencing physi- 
cians* location choices. These programs include loan forgiveness, recruitment 
pf medical 'students from undcrscrved areas, preccptorships and clinical 
clerkships in undcrscrved areas, physician placement services, and practice 

^tart-up subsidies. ^ 

Given this rather extensive nonfederal ^/vcrnment involvement, one 
possible policy option is for the federal government to make grants to state 
and local governments for the purpose of supporting medical education 
and/or influencing physicians* career choicer The basic argument/ in favor 

- of a decentralized systcni.pf using medical education financing as a policy 
tool is that states and localities are in a better position to identify their 
particular shortage or maldistribution situations, to design programs for 
dealing with these problems, jvncl to monitor the performance of- such 
efforts. Counterarguments involve possible inconsistencies between federal 
and state/local objectives, problems of monitoring and evaluation from the 
federal level, and possible capture of educational financing revenues by 
interest groups. 

Mast state programs to affect physician distribution 6ffcr loan forgiveness 
ft exchange for practicing in an undeserved area for some specified amount 
of time. Thus, the predominant approach lakctj by most states Ts. very 
similar to federal efforts. There seems to be considerable variation in states 1 
success rates in inducing physicians to fulfill their service obligations. Al- 
though there are no detailed evaluations of why some programs succeed and 
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•others fail, several general observation* can be madc*Firxt,.nia4} states offer 
relatively liberal buy-out provisions from their loan forgiveness progyyims. 
Second, the loan amounts oJTerctl and forgiven arc quite low A relative to 
physiemm' net incomes. Third, many Mat^vith Innn JoriTivcncss programs 
already make, extensive appropriations and grants to medic al schools, thus 
indirectly subsidizing medical students through low tuitions. Under these 
conditions, it seems likely that these states* programs will be of interest 
primarily to students already planning to locate in areas eligible for loan 
forgivtness. ' v 4 - 

For a number of reasons, no explicit policv implications arc drawn for 
x the role of states and local communities in medic al education financing. 
First, many of the financing options available to states and localities afTcct 
institutions and physicians in much the same as festal options, regardless 
of what agency controls the funding. Second, adequate stuch of nonfederal 
. programs has not been carried out. In particular, the administrative ad- 
vantages and disadvantages of decentralization have not been examined 
carefully. Third, the advantages of decentralized programs may be cited as 
^ arguments for independent, programs whic h require neither funding nor 
^ direction from the federal government. Finally, decentralized programs may 
wish to focus direc tly on provision of medical services, rather than on 
attempts to influence the distribution of physicians indirectly through the 
medical education system. 

Available evidence fails to demonstrate whether state and local programs, 
have been more or Icsn effective than federal initiatives. In particular, the 
characteristics of successful local programs need to be identified, and more 
rigorous evaluations of these programs are needed. Also, limited experimen- 
tal or demonstration projects to explore and evaluate the feasibility -of 
decentralizing existing programs may have considerable merit. It also seems 
that a greater emphasis could be placed on using local agenefcs to identifv 
medical care shortages and design possible solutions. , Components of the 
developing health planning network, e.g., State Health Planning and Devel- 
opment Agencies, could play an important cole in this process. 



5. Summary 

Changes in the system of reimbursement for medical services have the 
greatest potential for altering physician supply and distribution. If reim- 
bursement filers incentives for socially desirable outcomes, separate pro- 
grams for influencing the distribution of physicians through the medical 
education system will be needed only to reinforce progress toward those 
goals. To the extent that reimbursement rewards physicians relatively less 
for primary rare in shortage areas, financial -incentives channeled through 
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the system- of medical education ma % bc nec essary compensatory media- 



Several specific reimbursement reforms were suggested. The training/of 
primary care phystctans and the proMsion of primary care services coulobc 
encouraged by making reimbursement for ambulatory and inpatient care 
. ^ore comparable. In order to meet cast containment objectives, this should 
be done hy nlcreasing cast-sharing on inpatient care, and converting the 
hospital reimbursement method from reasonable cost to predetermined 
charges, hxccssiye financial fcundcns could bcavoided by subsidies for* the 
poor and ceilings on out-of-pVket expenditures for other patients. Incen- 
tives for specialty and geographic redistributioh could also bcrcinforccd by ' 
altering relative fees for physicians' services. Again, east- containment con- 
secrations .suggest the substitution of negotiated fee schedules for usual- 
.customary-reasonable fee systems and the gradual realignment of fees at 
controlled rates. The problems of how *> pay teaching phvsicians and 
residents and toTeimbursc educational expenses are best handled by devel- 
oping un.fied billing systems which combine hospitals' and physicians' serv- 
ices fees into a single charge. Paving for teaching phvsicians, house staff 
and education then becomes an internal hospital decision. Finally equity 
considerations suggest that to the extent possible, reimbursement reforms 
should be apphed to all payers, „ ot just Medicare and Medicaid , 

Loan and scholarship programs should continue to be important parts of 
the medical education financing system. However, the predicted' aggregate 
surplus of phvsicians suggests that unrestricted subsidies to medical Wlcnts 
can no longer be justified. In order to permit students to finance their own 
education, an economically neutral, self-financing, federal loan program 
• perhaps a modified version of the current Health Education Assistance * 
loan program) should be established. Loans with forgiveness options and 
scholarships with service obligations should also be continued, since they 
can be used to increase financial inccntivcs.for choosing physician-shortage 
practice locations. Scholarships for students of, excepted financial need 
should be extended as well in order to improve equity of access to medical 
carters. 

Unrestricted grants to medical sohools'and teaching hospital, also seem 
to have little justification given currcn^ policy objectives. .Training institu- 
tions, however, are thought to exert a significant influence on physicians' 
specialty choices. Therefore, restricted institutional support should continue ' 
to be provided in order to encourage the training of primary care physicians 
One type of grant mechanism which could be used to meet this goal is 
incentive payments to medical schools or teaching hospitals. These payments 
could be t«cd<to the numbers of physicians entering or completing primary 
care restdemrics. In addition special project grants to support primary care 
training programs should be extended. 
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Altfiobgl^Matcs ahd localities have been providifNg an increasing share of 
medical eduction revenues, existing evidence dqcs, not warrant a major 
♦^redistribution of federil medical education funds to other levels of govcrn- 
— went7~BeUer .e>^luatiorw '-are. needed of the growing number of nonfederal 
progranu which attcmmj^isc the nfcfdical education .system as a means of 
redistributing medical care services. J 

Several important caveats to these implicatioiis should also be reiterated. 
First, ^wy little is known about the exact rcApoiwiveness to financial incei> 
tives by medical students, residents, medical schools, and teaching hospitals. 
Thus, we cannot say* for example, how large a grant or scholarship would 
be required to induce an additional medical student to enter a primary care 
residency. More research with reliable and current data is needed. 

Second, information is extremely limited on exactly how many additional 
primary care physicians are needed, on exactly where physicians should/be 
redistributed, and on which specialties are producing too many physicians. 
These shortcomings make it difficult to dcterminfc beforehand the total 
'amount of financial incentive needed. Thus, whatever combination of 
financial policies is implemented, it is imperative that careful monitoring 
and evaluation of their effects on students, residents, and institutions be 
carried out. 

• Third, financial incentives arc - Cut one of several classes of policies which 
could be used to influence the graduate and undergraduate medical educa- 
tion systems.. The growing network o£j|atc and local health planning agen- 
cies, private educational on^ani^TfTions (such as the Associate of American 
Medical Colleges, the Council of Teaching Hospitals, and the Coordinating 
Council on Medical Education), the Department of Health, Education, and 
Welfare, and state governments can all have major effects on*the structure 
and organization <jf medical* education. Potential nonfinancial options in- 
clude both voluntary- and mandatory limits, controls, -ot direct allocations 
of educational activities. These policies frequently appear to be less costly 
than financial options because they do not involve explicit financial transfers 
or budgetary outlays. Regulator) approaches nevertheless have their poten- 
tial costs. These include direct administrative expenses, the intrusion upon 
academic freedom, arbitrary and cumbersome regulatory procedures, the 
aeration of adversary rather than cooperative relationships, and incorrect 
outcomes because of the complexity of the system beings regulated. 

The main point is simply that financial and rtonfinanaal policies should 
be treated as complements, not substitutes. The inability to specify precisely 
tKe parameters and structure of financial policy options does not mean that 
regulatory policies arc easier to develop and implement. Both approaches 
should be considered and each requires the same monitoring and readjust- 
ment over time, 

Lastly, these implicatidns for policy arc not radical departures from 



• . existing financial pfograma affecting medical education. This reflects pri- 
marily the belief tharreforming the financing and reimbursement of medical 
care service delivery would- ultimately have the greatest impact on the 
-5trac^ure of medical education, Rcforrrfing the reimbursement system in- 
volve considering much mprc.than the impact on medical education. 
Nevertheless, an appropriate long-run objective should be to create a 
reimbursement system which emphasizes- the efficient and equitable delivery 
of primary cure services and * medical education system which trains 
physicians to provide ^such care* 
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(PHS) 79-3241 NCHSR Research Priorities * ' " 
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Research Proceedings 

The Research Proceedings Series extends the availability of new research an- 
nounccd at Hey conferences, symposia and seminars sponsored or supported by 
NCHSR, In additioVs^papers presented, publications in this series include 
discussions and responses whenever possible. The series is\intended to help 
meet the Information needs of health services providers and otlWrs who require 
direct access to concepts amf ideas evolving, from the exchange of research 
results. 

(HRA) 76-3138 Women and Tholr Health; Research Implications for a New Era (PB 

284 359, available NTIS only) 
(HRA) 76*3150 Intermountaln Medical Malpractice (PB 268 344, available NTIS only) 
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(HRA) 77 3154 Advances in Health Survey Research Methods (PB 202 230) 
(HRA) 77-3181 NCH$R Research Conference Report on Consumer Solf-Ca'ro In 

- Health (PB 273 81 1) , 
(HRA) 77-3186 International Coherence on Drug and Pharmaceutical Sorvlces 

«■ Reimbursement (PB 271 386) 
(PHS) 78 3195 Emergency Medical Services: Research.Methodology (PB 279 096) 
(PHS) 78-3207 Health Survey Research Methods, Second Biennial Conlorenco 
(PHS) 78'3208 Druo Coverage Under National Health Insurance 
(PHS) 79 3209 Health Services Research in Puerto Rico 

(PHS) 79-3225-1 Emergency Medical Services Research Methodologies -Workshop I 
(PHS) 78 3227 Effects of the Payment Mechanism on the Health Care Dollvory 
System 

(PHS) 79 3228 A National Conference on Health Policy. Planning, and Financing 
the Future of Health Care for Blacks 4n America 
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(PHS) 78-3224 Grants for Dissertation Research Support 

(PHS) 79-3240 Grants for Research on Quality and Economy of Drug Proscribing 
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U.S. DEPARtMENT OF HEALTH, EDUCATION. AND WELFARE ^ 
Public Health Service 

dfflce of Health Research. Statistics, and Technology ♦ ' 

National Center for Health Services Research 

3700 East-West Highway - Hyattsville, Maryland 20782 
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strategy for madical edueetiojj financing ara offered. 
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